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Although past studies advocate a positive impact of service quality on business performance, em-
pirical studies investigating the nature of the relationship between service quality and profit growth
in the hotel industry are limited. This study contributes to an ongoing debate as to whether service
quality has a direct or indirect influence on profitability in the hotel industry. The data were
collected from a national budget hotel company in the UK and the research hypotheses were tested
through structural equation modeling via the LISREL software. The findings of the study found
that service quality had a positive influence on brand loyalty and premium price. The effect of
service quality on profit growth was indirect and mediated by premium price, brand loyalty, and
sales growth.
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Introduction
During the past three decades, academics have
spent significant time and effort trying to under-
stand perceived quality and its impact on business
performance (Zeithaml, Berry, & Parasuraman,
1996). A growing number of studies suggest that
quality goods and services will result in higher
profitability and business growth (e.g., Duncan &
Elliott, 2002; Garuana & Pit, 1997; Hardie, 1998;
Hasan & Kerr, 2003; Kimes, 2001; Raju & Lonial,
2002; Zhang, 2000). However, as suggested by
Babakus, Bienstock, and Scotter (2004) “despite
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nearly two decades of research on quality im-
provements efforts, the relationships between cus-
tomer perceptions of quality and financial out-
comes are still being debated” (p. 174). Zeithaml
(2000) argues that the link between service quality
and organizational profitability is indirect and me-
diated by various complex variables such as con-
sumer satisfaction, consumer retention, perceived
value, operations costs, revenues, and market share.
An alternative school of thought claims that the
relationship between quality and profitability is ei-
ther weak or negative because when offering high
quality, production costs may be increased and
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will therefore have an adverse effect on the firm’s this study is to respond to the following research
profitability (Adam, 1994; Harrington & Akehurst, questions: What is the relationship between ser-
1996). vice quality and profit growth? Is the relationship
To the best of our knowledge an investigation between service quality and profit growth direct
of the relationship between perceived service qual- or indirect in the budget hotel sector?
ity and profit growth has not been undertaken in
the budget hotel sector. This sector is one of the
The Research Modelfastest growing in the UK. Following research un-
dertaken in 2007, industry consultants envisage Despite a history of investigation into the rela-
the budget hotel sector growing by some 10% to tionship between service quality and profitability,
2012 and approximately 5% in the subsequent 5 its exact nature is still being debated. Some of the
years and 2.5% in the decade after that (Gold, past studies advocate that service quality has a di-
2008; Kuhn, 2007). Increasingly price conscious,
rect effect on a range of business performance in-
and knowledgeable, customers are creating new dicators such as sales volume and return on capital
challenges for service providers in the budget ho-
employed (ROCE) (e.g., Duncan & Elliott, 2002:
tel sector. Given the growing number of budget Garuana & Pit, 1997; Hasan & Kerr, 2003; Hen-hotel brands (e.g., Ibis, Holiday Inn Express, For- dricks & Singhal, 1997; Philips, Change, & Buz-
mula 1, Travelodge) and the increasing competi-
zell, 1983; Raju & Lonial, 2002; Zhang, 2000).
tion for sites in the UK, quality of service is con- Other studies suggest that the direct influence of
sidered to be key to building competitive advantage
service quality on profitability is weak and can be
and business growth (Johnson, 2003). Intense
negative in some situations because offering high
competition and high indirect costs in the budget
quality product and services increases the cost ofhotel industry create a challenging price/cost envi-
production (Adam, 1994; Harrington & Akehurst,
ronment in which it is vital to understand the me-
1996; Sterman, Repenning, & Kofman, 1997). Givendiators between service quality and profit growth.
this debate we have focused on unpacking the re-The examination of the relationship between
lationship between service quality and profitservice quality and profit growth in the budget ho-
growth and developed a research model as showntel sector contributes to the ongoing debate as to
in Figure 1.whether service quality has a direct or indirect im-
As can be seen from Figure 1, the researchpact on business performance. This study responds
model proposes that a firm that offers better ser-to the call for further research by prominent schol-
vice quality (H1) is able to charge premium pricears. For example, Zeithaml (2000) argues that re-
(Raju & Lonial, 2002; Rust, Lemon, & Narayands,search on the direct relationship between service
2004; Rust, Moorman, & Dickson, 2002; Rust,quality and profits has shown both positive effects
Zahorik, & Keiningham, 1995). In turn, premiumin a limited number of studies and no effects in
price will have a positive influence on salesother studies. Hardie (1998) comments that al-
growth and profit growth (H5 and H6). The paththough the positive effect of service quality on firms’
from service quality to brand loyalty suggests thatprofitability is theoretically compelling, empirical
service quality (H2) will be likely to have a posi-studies are lacking to validate this theory. Despite
tive influence on brand loyalty (e.g., Wilkins,the enormous quantity of literature in the area of
Merrilees, & Herington, 2010). Furthermore, brandservices marketing, there is a notable lack of em-
loyalty will be likely to have a positive impact onpirical research on service quality in the areas
sales growth (H7). Similarly sales growth willwhere price sensitivity is significant, such as bud-
have a positive influence on profit growth (H8).get hotels.
Finally, our study investigates whether the effectThis study develops a model from the estab-
of service quality on sales growth (H3) as well aslished literature and gathers data from a nation-
profit growth (H4) is direct or mediated by brandwide hotel chain, in order to investigate the rela-
loyalty and premium price (Hardie, 1998; Rust ettionships between service quality and profit growth
in the UK budget hotel sector. Hence, the aim of al., 2002).
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Figure 1. The research model. Solid lines: direct relationship; dotted lines: indirect relationship.
Theoretical background
Service Quality
Service quality is a complex and elusive con-
cept. Several definitions from different perspec-
tives have been introduced to understand its na-
ture. Early definitions of quality suggest that
quality can be defined objectively because it can
be evaluated according to predetermined stan-
dards. However, this definition seemed to be more
suitable to goods rather than services because goods
are tangible and easy to standardize whereas ser-
vices are intangible, subjectively evaluated, and
difficult to standardize. To overcome this limita-
tion, three different definitions of quality were of-
fered to encapsulate the subjective nature of qual-
ity from the customer point of view: (1) quality is
excellence; (2) quality is value; and (3) quality is
meeting or exceeding expectations (Reeves &
Bednar, 1994).
The first definition of quality asserts that qual-
ity is excellence. However, this definition displays
some inherent weaknesses, because the word “ex-
cellent” is highly subjective and difficult to mea-
sure. Hence, tracking the changes on perceived
quality over a period of time is difficult. The sec-
ond definition of quality implies that quality is
synonymous with perceived value. But a growing
number of studies suggest that perceived value
and quality are different concepts (e.g., Bolton &
Drew, 1991; Zeithaml, 1988). Perceived value is
seen as a ratio where customers make comparisons
between the sacrifices they make in exchange for
the benefits they get from using or obtaining a
product. The sacrifice component usually refers to
monetary costs (and/or time) and the perceived
quality refers to product benefits. The third defini-
tion states that quality is meeting or exceeding
customer expectations. Past studies, however,
have shown that customer expectations are diffi-
cult to capture because they continuously change
before, during, and after service consumption
(Cronin & Taylor, 1992). More recent studies sug-
gest that service quality should be the same as per-
ceived performance (Dabholkar, Shepherd, &
Thorpe, 2000; Ekinci, Dawes, & Massey, 2008).
Another debate in the quality literature is
whether service quality dimensions are generic or
specific. This lack of consensus can largely be at-
tributed to the fact that service quality research has
been dominated by two schools of thought—the
North American and the Nordic European—that
have postulated different theories. The North
American School initially introduced 10 service
quality dimensions, best known as the SERV-
QUAL dimensions (Parasuraman, Zeithaml, &
262 EKINCI, ZEGLAT, AND WHYATT
Berry, 1985). Later, these dimensions were found
to be highly correlated, and reduced to five dimen-
sions: tangibles, assurance, reliability, empathy,
and responsiveness (e.g., Carmen 1990; Parasura-
man, Zeithaml, & Berry, 1988). Researchers have
investigated the number and nature of SERVQUAL
dimensions in different service settings such as ho-
tels, restaurants, and banks. Conclusions of the
studies are mixed and, to date, there has been no
clear agreement on these generic service quality
dimensions (Buttle, 1996). Meanwhile, the Nordic
European School (e.g., Gro¨nroos, 1984; Lehtinen
& Lehtinen, 1991) introduced two generic service
quality dimensions: (1) technical quality and (2)
functional quality. They represent, respectively,
what consumers obtain from a service firm as a
result of using their services and how consumers
obtain services.
Brand Loyalty
Most authors on this topic (e.g., Amine, 1998;
Day, 1969; Dick & Basu, 1994) argue that the loy-
alty concept is made up of two key components:
behavioral and attitudinal. Behavioral loyalty is
based on a consumer’s repeated purchase of a spe-
cific brand chosen from the available alternatives
(Jacoby & Chestnut, 1978; Oliver, 1997). The lat-
ter incorporates consumer attitudes into brand loy-
alty. Attitudinal loyalty is not only cognitive but
also emotional, and therefore can be observed
when the consumer has a positive feeling towards
a brand and is highly likely to recommend it
(Agrawal, 1996).
Premium Price
Kotler, Bowen, and Makens’ (2003) definition
of price, “the amount of money charged for a
good[s] or service” (p. 445), suggests that price is
objective because it refers to the actual price of
the product. Premium price is the extent to which
the price paid by customers is considered higher
than the average market price (Rao & Bergen,
1992). In this study, premium price refers to a
price where the budget hotel is able to charge a
higher than the average budget hotel market price
by offering better security, more convenient loca-
tion, better quality of services, and in-house facili-
ties, than similar budget hotels.
Sales and Profit Growth
Given the large number of academic studies in
recent years in the area of profit and sales growth,
it is surprising that very few researchers have, as
yet, turned their attentions to the hospitality indus-
try, which displays a number of characteristics of
variety, variability, and volatility that would seem
to give it rich potential (Zeglet, Ekinci, & Lock-
wood, 2008). There are, however, a small number
of authors who have approached this area directly
and some others who have considered it as part
of a broader study with a direct focus elsewhere
(Garrigo´s-Simo´n, Marque´s, & Narangajavana,
2005; Phillips & Louvieris, 2005). Generally speak-
ing, the growth of hospitality firms is assessed
through a combination of profitability and sales
ratios. Thus, in this study we used the return on
capital employed (ROCE) ratio and the sales per-
centage as complementary measures to assess the
budget’s hotel profitability.
Hypotheses Development
Effects of Service Quality on Premium Price
Customers are prepared to pay more for im-
proved service quality where that quality provides
customer satisfaction and perceived value (e.g.,
Falk, Hammerschmidt, & Schepers, 2010; Neal,
1999). A considerable body of research suggests
that consumers often use price as a heuristic to
judge quality of service prior to purchase (e.g.,
Rao & Monroe, 1989; Zeithaml, 1988). Interest-
ingly, despite such a large number of quality–
price effect studies, there is little empirical re-
search on the impact of service quality on price
setting. The modeling work by Mendez and Nara-
simhan (2006) shows that an increase in quality
commands an increase in price, regardless of the
product’s price elasticity of demand. They demon-
strated that there is an explicit relationship be-
tween quality improvements and optimal prices,
optimal prices being those that are not so high that
they lead to reduced sales and profitability. There-
fore, a firm offering superior service quality is
able to charge higher prices than its competitors
because higher quality indicates that the firm is
offering more benefits and superior products than
the competitors. This is especially relevant to ser-
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vices where the customer relies on a range of cues
(price being a key one) to indicate quality; unlike
goods, a service, being intangible, cannot be han-
dled or examined before purchase. Accordingly,
we posit that:
H1: Service quality will have a positive influence
on premium price.
Effects of Service Quality on Brand Loyalty
Service quality is seen as an antecedent to cus-
tomer satisfaction and customer retention (e.g.,
Duffy & Ketchland, 1998; Taylor & Baker, 1994).
A large number of studies found that service qual-
ity had a positive impact on attitudinal and behav-
ioral loyalty captured by word-of-mouth recom-
mendation and intention to repurchase across
different service sectors including hotels (Cronin,
Brady, & Hult, 2000; Dabholkar, Shepherd, &
Thorpe, 2000; Mittal & Kamakura, 2001; Vijaya-
durai, 2008; Wilkins et al., 2010). A more recent
study by Yee, Yeung, and Cheng (2010) focuses
on the “labor intensive” high contact retail ser-
vices in Hong Kong and concludes that service
quality leads to customer loyalty and ultimately to
firm profitability. Generally speaking, a positive
evaluation of service quality forms favorable be-
havioral habits such as saying positive things
about the brand and spending more with the com-
pany. Thus, we propose that:
H2: Service quality will have a positive influence
on brand loyalty.
Effects of Service Quality on Sales
and Profit Growth
The positive linkage between quality and orga-
nizational performance has been recognized in the
literature for several decades (e.g., Anderson, For-
nell, & Lehmann, 1994). As the voice of the cus-
tomer assumes paramount importance in a service
set-up, the service quality literature has recognized
that the perceived quality of service is one of the
keys to business growth (Bitner, 1990; Bolton &
Drew, 1991; Buttle, 1996; Cronin & Taylor, 1992;
Parasuraman, Zeithaml, & Berry, 1988; Zeithaml,
1988). Benson, Saraph, and Schroeder (1991) argue
that quality management practices enhance profit-
ability through reducing waste and increasing pro-
ductivity. The improved business performance oc-
curs because of better market orientation and the
ability to offer higher quality service (Slater &
Narver, 2000). In summary, where increased ser-
vice quality reduces waste and creates efficiencies,
profit goes up, where service quality increases the
meeting of customers’ needs, sales revenue in-
creases due to preparedness to pay more (price
premium) and to repeat purchase (loyalty). Thus
we propose that:
H3: Service quality will have a positive influence
on sales growth.
H4: Service quality will have a positive influence
on profit growth.
Effects of Premium Price on Sales
and Profit Growth
Price is one of the essential determinants of
sales growth and profit growth (Kotler et al.,
2003). It is self-evident that if price is increased
and the demand remains stable (i.e., no additional
costs incurred for a product), profit will increase.
However, an increased price can deter demand;
this demand may be reduced to such an extent that
overall total sales revenue is decreased. Decision
makers must determine the optimum price (i.e.,
one that raises revenue and maintains or grows
sales). If the brand is a market leader in its sector,
it can increase its price (to a certain extent) and
not see profits reduced, the same applies to the
purveyors of “risky” services (e.g., Allred, Valen-
tin, & Chakraborty, 2010) where premium prices
can signal a higher quality and so reduce per-
ceived risk leading to increased sales revenue and
profit. Higher revenue growth is likely to create
greater profit margins. Potentially the higher the
price, the higher the sales revenue growth and re-
lated profit growth. Thus, we propose that;
H5: Premium price will have a positive influence
on sales growth.
H6: Premium price will have a positive influence
on profit growth.
Effects of Brand Loyalty on Sales Growth
Repeat purchase behavior and customer reten-
tion are important guiding principles for a firm as
they help to increase sales revenue and reduce
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marketing costs. Benefits of customer retention
are recognized through its impact on a number of
facets of business performance, including increased
sales and profit growth (Oliver, 1999; Reicheld &
Sasser, 1990). Loyal customers also attract new
customers through spreading positive word-of-
mouth (Zeithaml et al., 1996). Past studies support
the positive relationship between brand loyalty
and sales growth, leading to higher market share
(Helgesen, 2006; Kumar & Shah, 2004; Rust &
Zahorik, 1993). Better customer retention tactics
result in increased market share and sales revenue
(Rust et al., 1995). Thus we propose that;
H7: Brand loyalty will have a positive influ-
ence on sales growth.
Effects of Sales Growth on Profit Growth
Increased sales growth will translate into higher
profits, except where considerable costs have been
incurred to drive sales and the negative impact on
profit is expected to be short term (Adam, 1994;
Harrington & Akehurst, 1996; Sterman et al.,
1997). In most cases, sales growth provides finan-
cial benefits for companies due to improved econ-
omies of scale, better bargaining power and cash
flow management (Aaker, 1995). Sales growth also
improves market share and therefore increases prof-
itability (Buzzell & Gale, 1987; Schoeffler, Buz-
zel, & Heany, 1974; Szymanski, Bharadwaj, &
Varadarajan, 1993). Thus we propose that:
H8: Sales growth will have a positive influence on
profit growth.
Method
The Sample and the Data
The data were obtained in 2006 from a leading
hotel company that operates 183 nation-wide bran-
ded budget hotels across the UK. Hence, the unit
of analysis was a budget hotel. A budget hotel is
defined as “a hotel operation offering nightly room
rental with few added services beyond a continen-
tal breakfast, a meeting room, and perhaps a lim-
ited exercise facility” (Hinton, 2008, p. 47).
Within the 183 budget hotels in the chain,
prices differ at each location depending on the
convenience of the location and attractiveness of
the hotel facilities and services offered at that ho-
tel. Prices are set by the Head Office within a
range from low to premium price. The budget ho-
tel business model operates on a low-cost/low-
price basis. All prices are set with a view to ensur-
ing the customer perceives the offer to be a good
value for money. Like other services in the value
sector, budget hotels serve a price-sensitive mar-
ket, where price elasticity is high. In accordance
with their business model they, more than other
hotel sectors, rely on very high occupancy levels
as a significant percentage of their costs are indi-
rect (overheads) with low direct costs (Hinton,
2008). It is this business model and price sensitiv-
ity that leads to a need for a precise balance of
service costs and pricing structures. It is in this
context that the data were gathered to test the pro-
posed “service quality—brand loyalty/premium
price—profit growth” model.
Measures
The most prominent service quality measure-
ment scale—SERVQUAL—is designed to mea-
sure perceptions of service quality using multiple
attributes on five dimensions: tangibility, reliabil-
ity, responsiveness, assurance, and empathy (Para-
suraman et al., 1988). Although SERVQUAL has
been popular, it is vulnerable to criticisms from a
theoretical (the validity of the SERVQUAL di-
mensions) and operational perspective (the diffi-
culty of administering the expectation and perfor-
mance part to the same individual, before and after
service evaluation) (Buttle, 1996). Thus, the reli-
ability and validity of the SERVQUAL scale have
been questioned. The recent literature on service
quality suggests that it should be measured through
industry-specific scales that capture perceived per-
formance of the service provider (Ekinci et al.,
2008).
Another widely used method for monitoring
service quality in the hospitality industry is mys-
tery shopping (Beck & Miao, 2003). Finn’s (2001)
study results confirmed that “mystery shoppers
can provide a viable alternative to customer survey
methods for benchmarking retail performance” (p.
318). Mystery shopping is a form of participant
observation, using people to act as customers or
potential customers to measure performance against
predetermined quality standards. It is frequently
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used in the service industry because it is a very
pragmatic way to monitor employee and system
performance. Exploratory research undertaken by
Wilson (2008) on the role of mystery shopping for
measuring and managing service quality con-
cluded that it is a reliable technique. Finn and
Kayande (1999) used the Generalizability Theory
to investigate the efficiency of mystery shopping
data for the assessment of store service quality.
Their study found that ratings data collected by
mystery shoppers are of higher quality than data
obtained from the SERVQUAL-based customer
surveys, even when both methods use a common
service quality assessment for scaling stores. Their
study concluded that
When evaluating the same subjective constructs,
an individual mystery shopper provides higher
quality data than does an individual customer. As
a result, a mystery shopping study can provide
desirable high reliability information at a far
lower cost than a traditional customer survey,
when comparing outlets on service quality. (p. 212)
In our study, service quality was measured by
the hotel general managers via an auditing instru-
ment. The general managers—in the guise of mys-
tery shoppers—visited one of the budget hotels in
the chain in 2005. Using a 100-point scale devel-
oped by the company, they rated the various attri-
butes of service quality (e.g., cleanliness of the
room, overall behavior and attitude of service per-
sonnel, reliability of service, attractiveness of de´-
cor, variety of hotel facilities, quality of food,
etc.). An aggregated score of service quality for
each hotel was reported to the head office. Higher
service quality represents a higher score on this
scale.
The brand loyalty data were collected from the
hotel customers at the check-out point using a per-
sonally administered customer survey question-
naire. Customer perception of brand loyalty was
assessed using a question: “How likely is it that
you will recommend this hotel?,” on a scale of
0 to 100 where a higher score indicated a higher
likelihood of recommendation. This question is
seen as the most vital, and in many ways the most
simple, one to be answered when measuring attitu-
dinal loyalty (Reicheld, 2003). The brand loyalty
score of each hotel was determined by averaging
measures taken from all these customer surveys in
2005.
The price of the room was determined by Head
Office according to market conditions, taking into
account a competition, location of the hotel, and
condition of the hotel facilities. The average room
price for each hotel was obtained in 2005 from the
Head Office.
A number of profitability ratios are recom-
mended to assess a hotel’s profitability such as
revenue per available room (RevPAR), total gross
operating profit (GOP), and return on capital em-
ployed (ROCE) (Zeglat et al., 2008). RevPAR in-
dicates the performance of a hotel in terms of
room inventory management and offers some gen-
eral market trends; however, it provides no cost
indication of a hotel property and therefore how
much money it is actually—or could be—making.
GOP is equal to total revenue less the total depart-
mental and operating expenses, and provides an
indication of the hotel operation’s efficiency. How-
ever, it does not allow an accurate evaluation of
the net revenue and the room revenue, particularly
in the budget hotels, which make up to 90% of
their revenues from rooms (Younes & Kett, 2003).
In this research, ROCE is used to confirm the
value the business gains from its assets and liabili-
ties. Profit growth was determined by comparing
the hotels’ ROCE ratio between 2005 and 2006.
As there is no single indicator of profitability, in
addition to the ROCE ratio, we used hotel revenue
as a proxy to the budget hotels’ profit growth. The
revenue growth ratio was calculated by comparing
each hotel’s 2006 sales against their 2005 sales.
The service quality, brand loyalty, price, sales
growth, and profit growth data were collected by
Head Office for strategic planning and monitoring
each hotel’s performance and used for this re-
search study.
Findings
Descriptive Statistics
Table 1 presents descriptive statistics and corre-
lation matrix. As can be seen from the table, the
average quality of service rating is deemed to be
84%. Brand loyalty was below the average (42%).
The mean average hotel price was £55 with a stan-
dard deviation of 5.64. The sales and profit in-
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Table 1
Correlation Matrix
Variable Mean SD 1 2 3 4 5
1. Service quality 0.84 0.04 1
2. Brand Loyalty 0.42 0.07 0.24** 1
3. Premium price 55.00 5.64 0.24** 0.10 1
4. Sales growth 0.06 0.04 0.09 0.17* 0.17* 1
5. Profit growth 0.14 0.17 0.02 0.16* −0.15* 0.52** 1
*Pearson correlation coefficients significant at the 0.05 level (two-tailed).
**Pearson correlation coefficients significant at the 0.01 level (two-tailed).
creased on average 6% and 14%, respectively,
from 2005 to 2006. The findings in Table 1 also
indicate that service quality was positively corre-
lated with brand loyalty (r = 0.24, p < 0.05) and
premium price (r = 0.24, p < 0.05) as expected.
Sales growth and profit growth were moderately
correlated (r = 0.52, p < 0.05). No statistically sig-
nificant relationship was found between service
quality and the two business growth indicators:
sales and profit growth.
Test of Hypotheses
Causal path modeling software—LISREL 8.72—
was used to estimate the structural model and test
the research hypotheses (Bearden, Netemeyer, &
Teel, 1989; Chin & Todd, 1995). The overall fit
of the measurement model was determined ini-
tially by examining the chi-square statistics. A sig-
nificant chi-square value indicates an inadequate
fit, but one should be cautious in interpreting the
results because chi-square statistics are dependent
on sample size (Bollen, 1989; Jo¨reskog & So¨r-
bom, 1989). Therefore, a wide range of fit indices
has been introduced to overcome the deficiency
of sample size (Hu & Bentler, 1998). These are
Goodness of Fit Index (GFI), Normed Fit Index
(NFI), Comparative Fit Index (CFI), and Root
Mean Square Error of Approximation (RMSEA)
and are relatively unaffected by sample size. Table
2 displays the test of the model and the summary
statistics.
The model fit indices were in line with the ac-
ceptable thresholds. The χ2(4) = 5.54, was not sig-
nificant as expected due to sample size. The other
fit indices exceeded the recommended thresholds:
GFI = 0.99; AGFI = 94, NNFI = 0.90; CFI = 0.97.
The standardized RMR (0.04) and RMSEA (0.06)
were below the accepted cut-off value of 0.08.
Thus, the model fit indices were predominantly
good. The structural model explained 34% of the
variance in profit growth.
In short, we found support for six of the eight
hypotheses. The hypotheses suggesting the posi-
tive influence of service quality on brand loyalty
(H1, SPC = 0.16, p < 0.05) and premium price
(H2, SPC = 0.32, p < 0.01) were supported. We re-
jected H3 and H4, which posited that service qual-
ity would have a positive influence on sales growth
(SPC = 0.07, p > 0.05) and profit growth (SPC =
−0.10, p > 0.05). These findings indicate that the
effect of service quality on profit growth is indi-
rect. We did also find support for H5 (SPC = 0.15,
p < 0.05), which suggests that brand loyalty is an
antecedent to sales growth. Similarly, we found
support for H6 (SPC = 0.15, p < 0.05), which pos-
ited that premium price had a positive impact on
sales growth. Although H7 was supported (SPC =
−0.18, p < 0.05), the impact of premium price on
profit growth was negative rather than positive.
We believe that this is due to the complexity of
the price–capacity management relationship and
the price elasticity of demand in the budget hotel
sector. The price elasticity argument is that a unit
of increase in price causes a relatively greater re-
duction in occupancy and therefore profit growth
is negatively influenced by sharp price increases.
Finally, H8 was strongly supported, which posited
that sales growth had a positive influence on profit
growth (SPC = 0.55, p < 0.05).
Conclusions
In summary, our study suggests that both pre-
mium price and brand loyalty act as mediators be-
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tween service quality and sales growth. Further-
more, premium price and sales growth have a
direct relationship with profit growth. The key im-
plication of this study is that it has contributed to
the ongoing debate about whether service quality
has a direct or indirect influence on profitability
in the service industry as suggested by Zeithaml
(2000). We also addressed the need for better un-
derstanding of the theoretical relationship between
service quality and profitability as well as the im-
pact of service quality on profitability as raised by
Babakus et al. (2004). This claim is based on the
grounds that we found strong empirical support
for six of the eight hypotheses in our model. Over-
all, our study findings indicated that the impact of
service quality on profit growth was indirect in the
budget hotel sector. The influence of service qual-
ity on sales growth was through brand loyalty.
Sales growth had a positive impact on profit growth,
whereas premium price had a negative impact.
Service quality had a positive influence on pre-
mium price and brand loyalty and therefore these
findings confirmed Mendez and Narashimhan’s
(2006) and Dabholkar et al.’s (2000) results.
The hypotheses that posited that service quality
would have a direct effect on sales growth and
profit growth were rejected in our study. We argue
that this could be related to the price and capacity
management issues in the hotel industry. In subse-
quent research these variables need to be incorpo-
rated in a framework that will predict the direct
and indirect relationships between service quality
Table 2
Test of the Research Model
Standardized
Hypothesis No. Relationship Path Coefficient (SPC) t-Value
H1 Service quality → Brand loyalty 0.16 2.13*
H2 Service quality → Premium price 0.32 4.62**
H3 Service quality → Sales growth 0.07 0.93
H4 Service quality → Profit growth −0.10 −1.52
H5 Brand loyalty → Sales growth 0.15 2.08*
H6 Premium price → Sales growth 0.15 2.10*
H7 Premium price → Profit growth −0.18 −2.77*
H8 Sales growth → Profit growth 0.55 8.97**
Model fit statistics: chi-square = 5.54, df = 4, RMSEA = 0.06, RMR = 0.04, GFI = 0.99,
NNFI = 0.90, CFI = 0.97, percent of variance explained in profit growth (R2) = 0.34.
*p < 0.05.
**p < 0.01.
and profit growth and so enable a greater under-
standing of these relationships within the price
sensitive budget/value sector.
The key implication for hotel managers is that
efforts concentrated on improving service quality
could eventually have a positive effect on bottom
line profits (i.e., mediated—and managed—through
brand loyalty and growth in sales revenue). There
is a minimum service level that is expected and/or
required by the customer and if additional services
(which will add to the hotel’s costs) are offered
they cut into the hotel’s profitability. Improving
service quality offers opportunities to increase
profits by charging a premium price and engender
brand loyalty (and therefore repeat business).
However, price increases invites newcomers into
the marketplace and so further increasing competi-
tion and this could lead to reduced occupancy lev-
els. Reduced occupancy hits budget hotels particu-
larly hard as their business model operates with
comparatively high indirect costs (overheads)
compared to the direct costs (costs per customer).
In other words, the marginal costs of serving an
additional customer are low—as a percentage of
all costs—compared to more up-market hotels that
offer more services related to individual guests’
needs. Although budget hotels require a relatively
high occupancy level in order to break even, after
they have reached that point, a very high percent-
age of the revenue from any additional customers
adds directly to bottom-line profits. In that circum-
stance high occupancy is very profitable.
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So, in summary, given the business model, the
price elasticity, and the increasing levels of com-
petition in this sector, the key implications for
managers from our research is that profits can be
increased as a result of increased sales revenue.
This increased revenue is a result of charging pre-
mium prices, increasing value proposition, and
growing brand loyalty. In turn these increased
prices and loyalty are enabled by increased service
quality. The findings of this study confirmed the
results of past studies conducted by Allred et al.
(2010), Mittal and Kamakura (2001), and Zei-
thaml (1988). However, a balance needs to be
struck between (1) maintaining occupancy levels
to at least the break-even point and (2) improving
service quality in such a way that premium prices
can be charged at a level where value for money
is maintained and brand loyalty increased. Brand
loyalty will contribute towards maintaining occu-
pancy levels and the balance between the higher
costs of improved service quality must be adjusted
in relationship to the willingness of the customer
to pay a premium price.
Maintaining brand loyalty over time is there-
fore important; this is linked to customer expecta-
tions and their understanding of the competition’s
offer. A concern here is that although service qual-
ity will allow a service organization to achieve a
premium price, this may actually be counterpro-
ductive in the budget hotel market where price
sensitivity is high. Hence, a larger increase in
price may have an adverse effect on demand and
future profitability. There is further work that
needs to be done to investigate whether this rather
counterintuitive phenomenon occurs at other hotel
sectors such as midmarket and luxury segment.
Although our study makes contributions to the
understanding of the relationship between service
quality and profit growth, it has limitations. First,
the study is restricted to the budget hotel sector
and so future researchers need to extend our re-
search to other hotel firms. In addition, there are
opportunities to extend the model developed here
to other “budget” sectors such as those in the air-
line or retail industries. Second, the data set is
only UK based and therefore our findings cannot
be generalized to other service sectors and other
service firms in different countries.
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